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[Release  No.  34-14416;  FUe  No.  S7-735] 

DEVELOPMENT  OF  A  NATIONAL  MARKET 
SYSTEM 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Notice  of  intent  to  engage  in 
rulemaking. 

SUMMARY:  The  Commission  sets 
forth  its  views  as  to  those  initiatives 
which  it  believes  must  be  taken  over 
the  next  year  to  facilitate  the  estab¬ 
lishment  of  a  national  market  system. 
In  addition,  the  Commission  gives 
notice  of  its  intent  to  commence  rule- 
making.  if  necessary,  to  implement 
those  initiatives. 

DATE:  Not  applicable. 

ADDRESSES:  Persons  wishing  to 
submit  written  views,  data  and  argu¬ 
ments  should  file  six  copies  thereof 
with  George  A.  Fitzsimmons.  Secre¬ 
tary,  Securities  and  Exchange  Com¬ 
mission.  Room  892.  500  North  Capitol 
Street.  Washington.  D.C.  20549.  All 
submissions  should  refer  to  File  No. 
S7-735  and  will  be  available  for  public 
inspection  at  the  Commission’s  Public 
Reference  Room.  Room  6101,  1100  L 
Street  NW.,  Washington,  D.C. 

FOR  FURTHER  INFORMA-nON 
CONTACT*. 

John  W.  Osborn,  Division  of  Market 
Regulation,  Securities  and  Exchange 
Commission,  500  North  Capitol 
Street.  Washington,  D.C.  20549,  202- 
755-8961. 

SUPPLEMENTARY  INFORMATION: 
The  purpose  of  this  statement  is  to  re¬ 
iterate  the  Commission’s  continuing 
commitment  to  achievement  of  a  na¬ 
tional  market  system  for  securities  in 
accordance  with  the  goals  directed  to 
be  achieved  by  the  Congress  in  the  Se¬ 
curities  Exchange  Act  of  1934  (the 
"Act”),*  as  amended  by  the  Securities 
Acts  Amendments  of  1975  (the  “1975 
Amendments”).*  The  1975  Amend¬ 
ments  establish  as  a  purpose  of  the 
Act  the  need  “to  remove  impediments 
to  and  perfect  the  mechanism  of  a  na¬ 
tional  market  system  for  securities,”* 
and  direct  the  Commission  to  “facili¬ 
tate  the  establishment”  of  that 
system.*  Specifically.  Section  llA  of 
the  Act  states  that: 

The  Commission  is  directed  .  .  .  having 
due  regard  for  the  public  interest,  the  pro- 


*  15  UJS.C.  78a  et  seq. 

>Pub.  L.  No.  94-29  (June  4.  1975). 

•Section  2  of  the  Act  [15  U.S.C.  78b]. 
•Section  llA(a)(2)  of  the  Act  [15  U.S.C. 
78k-l(aK2)l. 


Lection  of  investors,  and  the  maintenance  of 
fair  and  orderly  markets,  to  use  its  author¬ 
ity  under  [the  Act]  to  facilitate  the  estab¬ 
lishment  of  a  national  market  system  for  se¬ 
curities  (which  may  include  subsystems  for 
particular  t3rpes  of  securities  with  unique 
trading  characteristics)  in  accordance  with 
the  findings  and  to  carry  out  the  objectives 
set  forth  in  paragraph  (1)  of  [Section 
llA(a)].* 

Section  llA(aKl)  of  the  Act  states 
the  Congressional  findings  that: 

(A)  The  securities  markets  are  an  impor¬ 
tant  national  asset  which  must  be  preserved 
and  strengthened. 

(B)  New  data  processing  and  communica¬ 
tions  techniques  create  the  opportunity  for 
more  efficient  and  effective  market  oper¬ 
ations. 

(C)  It  is  in  the  public  Interest  and  appro¬ 
priate  for  the  protection  of  investors  and 
the  maintenance  of  fair  and  orderly  mar¬ 
kets  to  assure— 

(i)  economically  efficient  execution  of  se¬ 
curities  transaction: 

(ii)  fair  competition  among  brokers  and 
dealers,  among  exchange  markets,  and  be¬ 
tween  exchange  markets  and  markets  other 
than  exchange  markets; 

(ill)  the  availability  to  brokers,  dealers, 
and  investors  of  information  srlth  respect  to 
quotations  for  and  transactions  in  securities: 

(iv)  the  practicability  of  brokers  executing 
Investors’  orders  in  the  best  market;  and 

(V)  an  opportunity,  consistent  srith  the 
provisions  of  clauses  (1)  and  (Iv)  of  this  sub- 
paragraph,  for  investors’  orders  to  be  ex¬ 
ecuted  without  the  participation  of  a  dealer. 

(D)  ’The  linking  of  all  markets  for  quali¬ 
fied  securities  through  communication  and 
data  processing  facilities  srlll  foster  efficien¬ 
cy,  enhance  competition,  increase  the  infor¬ 
mation  available  to  brokers,  dealers  and  in¬ 
vestors,  facilitate  the  offsetting  of  Investors’ 
orders,  and  contribute  to  best  execution  of 
such  orders.* 

This  statement  sets  forth,  in  sum¬ 
mary  form,  the  Commission’s  views  as 
to  particular  initiatives  the  Commis¬ 
sion  considers  necessary  to  aecelerate 
implementation  of  a  national  market 
system  meeting  the  Congressional 
findings  and  objectives  stated  above.  It 
is  intended  to  apprise  the  securities  in¬ 
dustry.  the  Congress  and  the  public  of 
those  elements  of  a  national  market 
system  which  the  Commission  believes 
must  be  put  in  place  in  the  immediate 
future  if  the  idea  of  a  national  market 
system  is  to  progress  beyond  the  theo¬ 
retical  stage  and  become  a  fimctioning 
reality.  During  the  next  year,  to  the 
extent  required,  the  Commission  plans 
to  issue  further  statements  more  fully 
analyzing  the  issues  presented  by  each 
of  those  elements  in  connection  with 
commencement  of  such  rule-making  as 
the  Commission  may  find  necessary  in 
order  to  assure  that  development  of 
those  elements  proceeds  in  an  orderly 
fashion. 

BACKGROinn) 

The  following  abbreviated  history  of 
the  development  of  the  concept  of  a 

•Id. 

•Section  llA(aMl)  of  the  Act  [15  U.S.C. 
78k-l(aKl)]. 


national  market  system  is  provided  to 
place  in  perspective  the  particular 
initiatives  announced  in  this  state¬ 
ment.* 

’The  concept  of  a  national  market 
system  was  first  articulated  in  the 
Commission’s  letter  of  transmittal  ac¬ 
companying  its  Institutional  Investor 
Study,  submitted  to  Congress  on 
March  10,  1971.^**  There  the  Commis¬ 
sion  stated  that: 

[a]  Major  goal  and  Ideal  of  the  aecuiiUea 
market  and  the  securities  industry  has  been 
the  creation  of  a  strong  central  market 
system  for  securities  of  national  impor¬ 
tance.  in  which  all  buying  and  selling  Inter¬ 
est  In  these  securities  could  participate  and 
be  represented  under  a  competitive  regime.* 

Following  that  statement,  in  October 
1971,  the  Commission  conducted  hear¬ 
ings  focused  on  the  existing  structure 
of  the  securities  markets  and  ways  of 
improving  it.**  These  hearings  culmi¬ 
nated  in  the  issuance  of  the  Commis¬ 
sion’s  Statement  on  the  Future  Struc¬ 
ture  of  the  Securities  Markets 
(“Future  Structure  Statement”)  on 
February  2, 1972.'* 

In  the  Future  Structure  Statement, 
the  Conunission  elaborated  on  the 
goals  of  a  national  market  system  and 
defined  a  central  (national)  market 
system  as: 

A  system  of  communications  by  which  the 
various  elements  of  the  marketplace,  be 
they  exchanges  or  over-the-counter  mar¬ 
kets,  are  tied  together.  It  also  Includes  a  set 
of  rules  governing  the  relationships  which 
will  prevail  among  market  participants.  •* 

’The  Future  Structure  Statement 
outlined  a  number  of  structural  prob¬ 
lems  adversely  affecting  the  securities 
markets  and  the  Commission’s  views 
as  to  appropriate  resolution  of  those 


•The  particular  references  to  and  quota¬ 
tions  from  prior  Commission  documents 
concerning  a  national  market  system  and 
various  Congressional  documents  forming 
part  of  the  legislative  history  of  the  1975 
Amendments  cited  in  the  following  text  do 
not.  of  course,  exhaust  all  source  materials 
relevant  to  the  issues  discussed. 

■Instltutuional  Investor  Study  Report, 
HR.  Doc.  No.  92-64,  92d.  Cong.,  1st  Sess.,  pt. 
1.  at  xxlv-xxv  (March  10,  1971)  (“Transmit¬ 
tal  Letter”). 

•Id.  at  xxlv. 

••In  the  Matter  of  the  Structure.  Oper¬ 
ation  and  Regulation  of  the  Securities  Mar¬ 
kets,  FUe  No.  4-147. 

"SEC,  Statement  of  the  securities  and  Ex¬ 
change  Commission  on  the  future  Structure 
of  the  Securities  Markets  (1972),  37  FR 
5286. 

"Id.  at  8,  37  FR  at  5287.  See  also  SEC. 
Policy  Statement  of  the  Securities  and  Ex¬ 
change  Comission  on  the  Structure  of  a 
Central  Market  System  11  (1973)  (“PoUcy 
Statement”). 
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problems.  The  bro«d  parameters  of 
the  market  sirurture  reforms  the 
Commission  proposed  as  remedies  to 
those  problems  iiurluded:  (1)  implemen¬ 
tation  of  a  nationwide  sj'stem  for  dis¬ 
closure  of  market  information  de¬ 
signed  to  make  price  and  volume  infor¬ 
mation  in  all  markets  universally 
available:  (11)  elimination  of  artificial 
Impediments  to  dealing  in  the  best 
available  markets  created  by  exchange 
rules  or  otherwise;  (ill)  establishment 
of  terms  and  conditions  upon  which 
any  qualified  broker-dealer  could  ne¬ 
gotiate  access  to  all  exchanges;  and 
(Iv)  integration  of  third  market  firms 
and  exchanges  into  a  national  market 
system,  subjecting  them  to  appropri¬ 
ate  market  responsibilities  and  other 
regulatory  requirements  comensurate 
with  the  benefits  they  would  realise  in 
such  a  system. 

The  Commission  did  not  in  the 
Future  Structure  Statement  set  forth 
a  detailed  plan  for  achievement  of  its 
market  structure  goals;  rather,  the 
Commission  axmounced  that  it  would 
establish  three  advisory  committees  to 
study  and  report  to  the  Commission 
their  views  as  to  the  optimum  means 
of  implementlTtg  the  Commission's 
policy  objectives.  Upon  the  completion 
of  the  work  of  the  three  advisory  com¬ 
mittees."  the  Commission  Issued  a 
Policy  Statement  on  the  Structure  of 
a  Central  Market  System  on  March  29. 
1973,"  in  which  it  provided  a  more  de¬ 
tailed  statement  of  its  policy  objec¬ 
tives  and  a  possible  plan  for  imple¬ 
menting  those  objectives. 

i  The  Policy  Statement  described  how 
a  consolidated  transaction  reporting 
I  system  would  operate  and  what  rules 
(would  be  necessary  to  ensure  that  in- 
( formation  disseminated  through  that 
'  system  would  not  be  misleading.  The 
!  Policy  Statement  also  elaborated  on 
the  need  for  a  system  disclosing  all 
quotations  in  rational  market  system 
securities  on  a  comprehensive  basis, 
describing  the  manner  in  which  such  a 
system  might  function.  Finally,  the 
Policy  Statement  concluded  that  off- 
board  trading  rules  of  the  various  ex¬ 
changes,  particularly  New  York  Stock 
Exchange,  Inc.  ("NYSE”)  Rule  394 
(now  Rule  390),  were  incompatible 
with  a  national  market  system  and 
would  have  to  be  rescinded  at  an  ap¬ 
propriate  time. " 


"The  three  advisory  committees  were  the 
advisory  Committee  on  Market  Disclosure 
("Disclosure  Committee"),  the  Advisory 
Committee  on  a  Central  Market  System 
("CMS  Conunittee”),  and  the  Advisory 
Committee  on  Block  Transactions  ("Block 
Committee").  Reports  were  received  from 
the  Disclosure  Committee  on  July  17  and 
November  21.  1972,  from  the  CTMS  Commit¬ 
tee  on  October  11,  1972,  and  March  6.  1973, 
and  from  the  Block  Committee  on  August  7, 
1972. 

•*See  Policy  Statement,  supra  note  12. 

"Id.  at  61-64,  67.  Of  course,  a  primary 
goal  of  a  national  market  system  is  to  cap- 


In  addition  to  elaborating  on  the 
principles  set  forth  in  the  Future 
Structure  Statement,  the  Commis¬ 
sion’s  Policy  Statement  articulated 
two  new  proposals  to  govern  trading 
within  a  national  market  system;  an 
auction  trading  rule,  which  would  pro¬ 
vide  price  priority  protection  for  all 
public  orders  enter^  in  a  proposed 
central  electronic  repository,  and  a 
public  preference  rule,  which  would 
accord  preferential  treatment  to 
public  orders  entered  in  the  central 
electronic  repository  by  preventing  se¬ 
curities  professionals  acting  as  princi¬ 
pal  from  competing  for  execution  with 
such  orders  unless  such  professionals 
bettered  public  bids  or  offers  entered 
in  that  system. 

The  Securities  Acts  AitxNPMEirrs  or 
1975 

Concurrent  with  the  Commission's 
Initial  formulation  of  policies  concern¬ 
ing  development  and  implementation 
of  a  national  market  system,  the  Con¬ 
gress  initiated  Its  own  study  of  the 
competitive.  legal  and  economic  issues 
facing  the  securit  ies  markets,  the  secu¬ 
rities  industry  and  public  investors  in 
the  1970’s  and  beyond.  Subcommittees 
of  both  Houses  of  Congress  held  ex¬ 
tensive  hearings  on  market  structure 
questions  and  issued  comprehensive 
reports  setting  forth  their  conclusions 
and  recommendations."  These  oonclu- 
slon-s  and  recommendations  formed 
the  basis  of  legislative  proposals 
which,  after  extensive  hearings  and 
comment,  were  enacted  into  law  as  the 
1975  Amendments. 

As  noted  above,  the  1975  Amend¬ 
ments  contain  an  explicit  statutory 
commitment  to  the  establishment  of  a 


ture  and  reflect  all  buiUng  and  selling  Inter¬ 
est  in  the  securities  traded  in  that  system 
from  moment  to  moment  (thus  exposing  all 
buying  Interest  to  all  selling  interest)  to  the 
maximum  extent  possible  so  that  all  orders 
within  the  system  can  be  satisfied  in  a 
manner  consonant  with  the  principles  ar¬ 
ticulated  by  the  Congress  in  Section  llA  of 
the  Act  Depending  upon  the  ultimate  con¬ 
figuration  of  the  luittonal  market  system, 
that  result  could  be  sought  by  imposition  of 
a  rule  specifically  confining  trading  in  na¬ 
tional  market  system  securiUes  to  that 
system.  The  Commission  believes  that  such 
a  result  could  ensue  in  any  event  however, 
as  the  aggregate  consequence  of  industry 
use  of  the  various  communications  and 
other  technological  components  of  a  nation¬ 
al  market  system  and  adherence  to  a 
common  body  of  trading  rules  and  princi¬ 
ples  governing  the  transaction  of  business  in 
securities  included  in  that  system. 

"Subcommittee  on  Commerce  and  Fi¬ 
nance  of  the  House  Committee  on  Inter¬ 
state  and  Foielgn  Commerce.  Securities  In¬ 
dustry  Study,  92nd  Cong..  2d  Sess.  117-130 
(Comm.  Print,  1972);  Subcommittee  on  Se¬ 
curities  of  the  Senate  Committee  on  Bank¬ 
ing,  Housing  and  Urban  Affairs.  Securities 
Industry  Study,  93rd  Cong.,  Ist  Sess.  89-135 
(Comm.  Print,  1973)  ("Senate  Study”). 


national  market  system.  The  legisla¬ 
tive  history  of  the  1975  Amendments 
indl(;ates  a  clear  Congressional  belief 
that  development  of  a  national  market 
system  is  not  only  desirable  but  neces¬ 
sary.  For  example,  the  Senate  Com¬ 
mittee  on  Banking.  Housing  and 
Urban  Affairs  (the  "Senate  Commit¬ 
tee")  stated  that: 

(t)he  rapid  attainment  of  a  national  market 
syncm  ...  Is  Important  ...  to  assure  that 
the  country  maintains  a  strong,  effective 
and  efficient  capital  raisins  and  capital  allo¬ 
cating  system  in  the  years  ahead. " 

Similarly,  the  House  Committee  on  In¬ 
terstate  and  Foreign  Commerce  de¬ 
clared  that: 

The  purpose  of  this  title  Is  to  Insure  that 
our  nation’s  capital  markets  continue  to  be 
the  best  in  existcnoc.  It  does  this  by  estab¬ 
lishing  a  framework  for  a  national  market 
system,  in  which  all  qualified  persons 
throughout  our  rountry  may  be  linked  to¬ 
gether  electronically  so  that  they  may  com¬ 
pete  and  may  bring  to  the  marketplace  their 
capital  so  as  to  make  for  broader,  deeper 
and  more  liquid  capital  markets. " 

For  this  reason,  the  1975  Amendments 
clarified  and  strengthened  the  Com¬ 
mission’s  authority  to  advance  the 
achievement  of  such  a  system. 

In  view  of  the  Congressional  belief 
that  it  was  "best  to  allow  maximum 
flexibility  in  working  out  specific  de¬ 
tails"  of  what  should  be  elements  of  a 
national  market  system,  the  1975 
Amendments  neither  defined  the  term 
"national  market  system"  nor  mandat¬ 
ed  specified  minimum  components  of 
such  a  system."  In  this  regard,  the 
Senate  Committee  stated  in  its  report 
on  S.  249  regarding  the  national 
market  system  provisions  of  that  bill 
(which  were  incorporated  in  the  1975 
Amendments)  that: 

The  Committee  considered  mandating  cer¬ 
tain  minimum  components  of  the  national 
market  system  but  rejected  this  approach. 
The  nation’s  securities  markets  are  In  dy¬ 
namic  change  and  in  some  respects  are  deli¬ 
cate  mechanisms;  the  sounder  approach  ap¬ 
peared  to  the  Committee,  therefore,  to  be  to 
establish  a  statutory  scheme  clearly  grant¬ 
ing  the  Commission  broad  authority  to  over¬ 
see  the  implementation,  operation  and  regu¬ 
lation  of  the  national  market  system  and  at 
the  same  time  charging  (tlw  Commission] 
with  the  clear  respmisibillty  to  assure  that 
the  system  develops  and  operates  In  accor¬ 
dance  with  Congresslonally  determined 
goals  and  objectives." 


"Senate  Committee  on  Banking.  Housing 
ana  Urban  Affairs.  Report  to  Accompany  S. 
249,  8.  Rept.  No.  94-75,  94th  Cong.,  1st  Sess. 
3  (1975)  ("Senate  Report"). 

"House  Committee  on  Interstate  and  For¬ 
eign  Commerce.  Report  to  Accompany  H  R. 
4111,  H.R.  Rept.  Na  94-123.  94th  Cong..  1st 
Sess.  90  (1975)  ("House  Report"). 

"Senate  Report,  supra  note  17,  at  7. 

"Id.  at  S-9;  see  also  Ho'use  Report,  supra 
note  18.  at  50-51. 
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Congressional  reluctance  to  specify 
minimum  components  of  a  national 
market  system  did  not  extend,  howev¬ 
er,  to  specification  of  the  basic  under¬ 
lying  principles  which  should  govern 
the  establishment  of  that  system. 
First,  a  clear  preference  was  expressed 
for  auction  trading  principles.  For  ex¬ 
ample.  the  Senate  Committee  in  its 
report  on  S.  249  stated  that: 

tWlith  respect  to  securities  which  are  suit¬ 
able  for  auction  trading,  the  Committee  be¬ 
lieves  every  effort  should  be  made  to  design 
the  national  market  system  in  such  a  way 
that  public  investors  in  these  securities  re¬ 
ceive  the  benefits  and  protections  associated 
with  auction-type  trading." 

The  Senate  Committee  found  that 
public  investors  could  enjoy  two  im¬ 
portant  benefits  when  trading  in  an 
ideal  auction-type  market  as  opposed 
to  a  purely  dealer  market.”  First, 
limited  price  orders  of  investors  would 
have  to  be  satisfied  before  any  trans¬ 
action  could  be  effected  (i)  at  the  same 
price  by  a  specialist  or  other  market 
maker  for  his  own  account  or  by  the 
customer’s  broker  for  his  proprietary 
account,  or  (ii)  by  any  participant  in 
that  market  at  a  price  less  favorable  to 
the  other  party  to  the  trade  than  the 
limit  order  price.  Second,  customers’ 
market  orders  could,  at  least  potential¬ 
ly,  be  executed  against  another  public 
limit  or  market  order  at  a  better  price 
than  that  currently  being  quoted  by 
any  dealer  for  his  own  account.  The 
Senate  Committee  noted,  however, 
that  auction  trading  principles  could 
not  be  perfected  under  existing  cir¬ 
cumstances  because  of  fragmentation 
of  the  markets,  particularly  “the  lack 
of  a  mechanism  by  which  all  buying 
and  selling  interest  in  a  given  security 
can  be  centralized  and  thus  assure 
public  investors  best  execution’’.” 
Thus,  the  concept  of  implementing  a 
nationwide  system  according  price  and 
time  priority  to  all  limit  orders  of 
public  investors  over  all  professional 
orders,  regardless  of  where  such  limit 
orders  originate  or  in  what  market 
center  professional  orders  may  be  ex¬ 
ecuted,  received  considerable  support 
from  the  draftsmen  of  the  1975 
Amendments. 

The  second  major  national  market 
system  principle  supported  by  the 
Congress  was  that  the  tjiJes  of  securi¬ 
ties  qualified  to  be  included  in  the  na¬ 
tional  market  system  (“qualified  secu¬ 
rities”)  should  depend  primarily  on 
their  characteristics  (e.g.,  trading 
volume,  price  and  numbers  of  share¬ 
holders)  rather  than  where  they 
happen  to  be  traded  (i.e.,  on  an  ex¬ 
change  or  over-the-counter).  The 


"  Senate  Report  at  16. 
"Id. 

"Id.  at  17. 


Senate  Committee,  for  example,  stated 
that  “the  national  market  system  has 
as  its  fundamental  goal  the  elimina¬ 
tion  of  fragmented  markets  for  securi¬ 
ties  suitable  for  auction  trading.”** 
Similarly,  the  Committee  of  Confer¬ 
ence  of  b^th  Houses  of  Congress  (the 
"Conference  Committee”),  in  explain¬ 
ing  the  final  language  of  the  1975 
Amendments,  stated  that  “it  is  the  in¬ 
tention  of  both  Houses  that  all  securi¬ 
ties.  other  than  exempted  securities, 
be  eligible  to  be  qualified  for  trading 
in  the  national  market  system. 

A  third  principle  articulated  by  Con¬ 
gress  as  underlying  the  national 
market  system  concept  was  a  refusal 
to  achieve  a  nationwide  centralized 
auction-type  market  for  qualified  secu¬ 
rities  involving  abolition  of  over-the- 
counter  trading  in  listed  securities, 
unless  the  Commission  found  that 
“the  maintenance  or  restoration  of 
fair  and  orderly  markets  in  such  secu¬ 
rities  may  not  be  assiued  through 
other  lawful  means"  under  the  Act.” 
’Thus  the  Senate  Committee  stated: 

The  Committee  has  carefully  evaluated  all 
arguments  that  have  been  presented  in  sup¬ 
port  of  abolishing  the  third  market  and 
found  them  unpersuasive  •  •  •  [Tlhe  Com¬ 
mittee  found  that  the  dealers  operating  in 
the  third  market  provide  valuable  competi¬ 
tion  to  the  specialists  operating  on  the  ex¬ 
changes  and  that  this  competition  enhances 
the  total  market  making  capacity  for  listed 
securities." 

The  Senate  Committee  further  stated 
that: 

The  establishment  of  a  national  market 
system  should  end  all  concern  over  the  pos¬ 
sible  inimical  consequences  of  the  third 
market  to  the  fairness  and  orderliness  of 
the  markets  for  listed  securities.  Once  trad¬ 
ing  in  listed  securities  Is  centralized  and  sub¬ 
ject  to  uniform  trading  principles,  the  dis¬ 
tinction  between  trading  on  an  exchange 
and  trading  off  an  exchange  will  lose  much 
of  its  significance." 

The  Congress  intended  competitive 
forces,  to  the  extent  feasible,  to  shape 
the  structure  of  the  markets.  The 
Senate  Committee  noted,  however, 
that  a  major  responsibility  of  the 
Commission  had  been,  and  continued 
to  be,  the  creation  of  “a  fair  field  of 


“Id. 

“Committee  of  Conference,  Report  to  Ac¬ 
company  S.  249,  H.R.  Rept.  No.  94-249,  94th 
Cong.,  1st  Sess.  92  (1975)  (emphasis  added) 
(“Conference  Report”). 

“Section  11A(CK3)  of  the  Act  [15  U.S.C. 
78k-l(cK3)].  Such  a  finding  would  be  re¬ 
quired  to  be  made  “on  the  record  after 
notice  and  opportunity  for  hearing.”  Id. 

"Senate  Report,  supra  note  17,  at  20.  See 
also  House  Report,  supra  note  18,  at  91.  See 
generally  Senate  Study,  supra  note  16,  at 
126. 

“Senate  Report  at  22. 


competition.”  The  impact  of  the  1975 
Amendments,  according  to  the  Senate 
Committee,  was  to 

more  clearly  identify  this  responsibility  and 
clarify  and  strengthen  the  SEC’s  authority 
to  carry  it  out.  The  objective  would  be  to 
enhance  competition  and  to  allow  economic 
forces,  interacting  within  a  fair  regulatory 
field,  to  arrive  at  appropriate  variations  in 
practices  and  services.  It  would  obviously  be 
contrary  to  this  purpase  to  compel  elimina¬ 
tion  of  differences  between  types  of  markets 
or  types  of  firms  that  might  be  competition¬ 
enhancing." 

The  Conference  Committee  de¬ 
scribed  the  Commission’s  intended 
role  as  follows: 

It  is  the  intent  of  the  conferees  that  the  nsr 
tional  market  system  evolve  through  the  in¬ 
terplay  of  competitive  forces  as  unnecessary 
regulatory  restrictions  are  renxovcd.  The 
conferees  expect,  however,  in  those  situa¬ 
tions  where  competition  may  not  be  suffi¬ 
cient,  such  as  the  creation  of  a  composite 
quotation  system  or  a  consolidated  transac¬ 
tion  reporting  system,  the  Commission  will 
use  the  powers  granted  to  it  in  [the  1975 
Amendments]  to  act  promptly  and  effective¬ 
ly  to  ensure  that  the  essential  mechanisms 
of  an  integrated  secondary  trading  system 
are  put  into  place  as  rapidly  as  possible." 

More  recently,  a  joint  report  of  the 
Subcommittee  on  Oversight  and  Inves¬ 
tigations  and  the  Subcommittee  on 
Consumer  Protection  and  Finance  of 
the  House  Committee  on  Interstate 
and  Foreign  Commerce  stated  that 
“the  evolutionary  process  [of  develop¬ 
ing  a  national  market  system]  must  be 
shepherded  by  the  SEC  which  must 
step  in  when  the  pace  of  progress 
slackens  and  use  the  considerable  au¬ 
thority  Congress  granted  It.”“ 

Progress  to  Date 

The*  major  problems  to  which  the 
idea  of  a  national  market  system  is  ad¬ 
dressed  are  those  arising  from 
“market  fragmentation,”  or  the  exis¬ 
tence  of  multiple,  geographically  sepa¬ 
rated  forums  in  which  trading  in  the 
same  security  occurs,  and  from  the 
institutionalization  of  the  markets. 
These  problems  include,  among 
others:  (i)  the  need  to  perfect  existing 
mechanisms  for  the  disclosure  of  in¬ 
formation  concerning  all  completed 
transactions  in  multiply-traded  securi¬ 
ties;  (ii)  the  absence  of  a  comprehen¬ 
sive,  composite  quotation  sy^lem  dis¬ 
playing  buying  and  selling  interest  in 


“Id.  at  8. 

“Conference  Report,  supra  note  25,  at  92. 

"Subcommittee  on  Oversight  and  Investi¬ 
gations  and  Subcommittee  on  Consumer 
Protection  and  Finance  of  the  House  Com¬ 
mittee  on  Interstate  and  Foreign  Com¬ 
merce,  Report  on  Oveti;ight  of  the  Func¬ 
tioning  and  Administration  of  the  Securities 
Acts  Amendments  of  1975,  Committee  Print 
No.  95-27,  95th  Cong.,  1st  Sess.  4  (1977) 
(“Oversight  Report”). 
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those  securities  from  all  markets 
(whether  on  an  exchange  or  over-the- 
counter);  (ill)  the  inadequacy  of  exist¬ 
ing  means  available  to  brokers  for 
routing  orders  to  and  among  markets 
In  pursuit  of  the  most  favorable  execu¬ 
tion  opportunities;  (iv)  the  lack  of  a 
mechanism  to  provide  nationwide 
agency  limit  order  protection,  afford¬ 
ing  time  and  price  priority  to  such 
orders  regardless  of  geographical  loca¬ 
tion;  (V)  impediments  to  effective 
market-maker  competition  for  orders 
of  relatively  small  size;  and  (vi)  the 
need  to  integrate  block  transactions 
more  effectively  into  the  normal 
course  of  securities  trading. 

Several  important  steps  have  al¬ 
ready  been  taken  to  further  the  goals 
enunciated  by  the  Commi.ssion  and 
the  objectives  established  by  the  Con¬ 
gress  regarding  a  national  market 
system.  The  Commission’s  short  sale 
rules  have  been  amended  to  extend 
their  application  to  “third  market” 
transactions.”  A  uniform  net  capital 
rule,  applicable  to  a  broad  segment  of 
the  securities  industry,  has  been 
adopted,”  and  anti-manipulative  rules 
for  all  market  centers  are  now  in 
place.”  The  exchanges  and  the  Na¬ 
tional  Association  of  Securities  Deal¬ 
ers,  Inc.  ("NASD”)  have  completed  im¬ 
plementation  of  a  consolidated  trans¬ 
action  reporting  system  (“consolidated 
system”)  for  certain  exchange-traded 
securities,  pursuant  to  Rule  17a-15 
under  the  Act,  designed  to  enable  in¬ 
vestors  to  make  more  informed  judg¬ 
ments  regarding  which  market  centers 
offer  the  most  advantageous  prices  at 
a  particular  time.”  With  respect  to 
Quotation  information,  all  exchange 
restrictions  on  the  dissemination  of 
such  information  have  been  eliminat¬ 
ed,”  and  the  Commission  has  adopted 
a  rule  governing  the  dissemination  of 
quotations  from  exchanges  and  third 
market  makers.” 

The  adoption  of  Rule  19b-3  under 
the  Act,  alx>]ishing  fixed  rates  of  com¬ 
mission  for  transactions  on  exchanges, 
has  permitted  brokers  to  negotiate  the 
cost  of  access  to  the  various  ex¬ 
changes,”  and  the  exchanges  them- 


"Securities  Exchange  Act  Release  Nos. 
11030  (September  37.  1974).  39  FR  35570. 
and  11408  (June  12.  1975),  40  FR  25442. 

"Securities  Exchange  Act  Release  No. 
11497  (Jime  26,  1975),  40  FR  29795. 

"See  Securities  Exchange  Act  Release  No. 
11942  (December  19.  1975)  at  48.  n.  155.  41 
FR  4507.  at  4519.  n.  160. 

"Securities  Exchange  Act  Release  No. 
12138  (Febniary  25,  1976). 

"See  Securities  Exchange  Act  Release 
Nos.  11288  (March  11.  1975),  40  FR  15015, 
and  11406  (May  7.  1975),  40  FR  25645. 

"Securities  Exchange  Act  Release  No. 
14415  (January  26,  1978),  —  FR  — . 

"Securities  Exchange  Act  Release  No. 
11203  (January  23,  1975),  40  FR  7394.  Sec¬ 
tion  6(e)  of  the  Act  [15  U.S.C.  78e(e)],  added 
by  the  1975  Amendments,  prohibits  any  ex¬ 
change  from  imposing  any  schedule  or 
fixing  rates  of  commissions,  allowances,  dis¬ 
counts  or  other  fees  to  be  charged  by  its 


selves  have  moved  toward  expanding 
access  to  their  market  places.”  The 
NYSE  and  the  Amex  have  rescinded 
their  “New  York  City”  rules  (which,  in 
substance,  prohibited  members  of  each 
exchange  from  trading  listed  securities 
of  that  exchange  on  the  other  ex¬ 
change),  and  today  those  exchanges 
compete  directly  in  several  issues.”  In 
addition,  the  adoption  of  Rule  19c-l. 
and  the  Commission’s  recent  action  to 
amend  that  rule  to  expand  its  scope, 
assures  that  a  member  of  an  exchange 
will  be  permitted  to  effect  over-the- 
counter  agency  transactions  in  securi¬ 
ties  listed  or  admitted  to  unlisted  trad¬ 
ing  privileges  on  an  exchange  with  any 
person  not  also  represented  as  agent 
by  that  member  (i.e.,  precluding  only 
“in-house”  agency  cross  transactions), 
thereby  permitting  brokers  greater 
flexibility  in  seeking  the  best  market 
in  which  to  effect  agency  transac¬ 
tions.” 

Finally,  the  securities  industry  has 
started  to  move  forward  in  the  devel¬ 
opment  of  market  linkage  systems. 
Under  the  sponsorship  of  the  NYSE, 
work  is  proceeding  on  the  implementa¬ 
tion  of  an  intermarket  trading  system 
(“ITS”)  linking  the  principal  exchange 
markets.”  'The  ITS,  sche(luled  to  com¬ 
mence  operation  in  a  pilot  phase  in 
April  1978,  is  an  electronic  inter- 
market  order  routing  facility  which 
would  permit  orders  for  the  purchase 
and  sale  of  multiply-traded  securities 
to  be  sent  directly  from  one  market 
center  to  another.  A  second  market 
linkage  initiative  is  the  recently  com¬ 
menced  pilot  program  for  a  regional 
market  sysem  (“RMS”).  The  RMS  is 
an  electronic  trading  system  in  which 
agency  and  principal  limit  orders  may 
be  entered  and  executed  directly 
through  the  system  by  brokers  and 
dealers  participating  in  that  system 
(currently  members  of  the  BSE,  the 
PSE,  and  the  Midwest  (“MSE”)  and 
Cincinnati  ("C^E”)  Stock  Exchanges). 
The  RMS  provides  a  mechanism 
through  which  absolute  price  and  time 


members  unless  the  Commission  makes  cer¬ 
tain  specified  findings  in  accordance  with 
the  procedures  specified  in  that  section. 

"For  example,  the  Commission  recently 
approved  proposals  by  the  NYSE  and  the 
American  Stock  Exchange,  Inc.  ("Amex”)  to 
permit  leasing  of  seats.  See  Securities  Ex¬ 
change  Act  Release  Nos.  14255  (December 
12,  1977),  42  FR  63971,  and  14256  (December 
12.  1977),  42  FR  63974. 

"See  Securities  Exchange  Act  Release 
Nos.  12717  (SR-Amex-76-17.  August  19. 
1976),  41  FR  36094,  and  12859  (SR-NYSE- 
76-47,  October  4. 1976),  41  FR  47121. 

"Securities  Exchange  Act  Release  Nos. 
11942  (December  19,  1975),  41  FR  4507,  and 
14325  (December  30. 1977),  43  FR  1327. 

"To  date,  the  NYSE,  the  Amex  and  the 
Boston  (“BSE”),  Phlladelpliia  (“Phlx”)  and 
Pacific  ("PSE”)  Stock  Exchanges  have 
agreed  to  partlcipaie  in  the  linkage. 


priority  for  orders  entered  in  that 
system  can  be  secured."  The  RMS 
began  pilot  operations  in  November 
1977  and  now  includes  36  issues. 

The  Commission’s  Future  Plans  for 

Facilitating  Establishment  of  a 

National  Market  System 

Although  the  developments  dis¬ 
cussed  above  represent  movement 
toward  a  national  market  system,  the 
Commission  is  not  satisfied  with  the 
rate  at  which  concrete  steps  are  being 
taken  to  link  the  markets,  integrate 
order  flow  and  enhance  competition  in 
the  manner  envisioned  by  the  Con¬ 
gress  when  it  enacted  the  1975  Amend¬ 
ments.  While  the  Commission  believes 
that  development  of  a  national  market 
system  should  remain  essentially  an 
evolutionary  process,  free  of  the  rigidi¬ 
ties  inherent  in  any  Commission  at¬ 
tempt  to  dictate  the  ultimate  configu¬ 
ration  of  that  system,  that  develop¬ 
ment  has  been  impeded  by  the  inabil¬ 
ity  of  the  several  discrete  segments  of 
the  securities  industry  to  surmount 
the  problems  presented  by  the  diversi¬ 
ty  of  their  interests  and  to  settle  upon 
a  common  course  of  action  to  imple¬ 
ment  the  Congressional  policy. 

The  adverse  consequences  of  failing 
to  achieve  more  rapid  progress  toward 
a  national  market  system  have  become 
particularly  apparent  in  the  context  of 
the  Commission’s  pending  proceeding 
concerning  remov^  of  exchange  off- 
board  trading  restrictions.”  During 
the  course  of  that  proceeding,  many 
elements  of  the  securities  industry. 
Members  of  Congress  and  representa¬ 
tives  of  American  business  have  urged 
the  Commission  to  assume  a  leader¬ 
ship  role  in  developing  a  national 
market  system  in  order  to  overcome 
the  impediments  to  development  of 
that  system  Inherent  in  the  diversity 
of  the  securities  industry,  so  that  the 
benefits  to  the  markets,  the  profes¬ 
sional  trading  community  and  the 
public  which  the  Congress  and  the 
Commission  have  long  believed  would 
inure  from  that  system  might  finally 
be  secured.  Commentators  in  that  pro¬ 
ceeding.  for  example,  were  virtually 
imanimous  in  the  view  that  the  risks 
which  many  believe  would  attend  "re- 


"As  currently  utilised,  the  RMS  merely 
stores  and  displays  orders  based  on  price 
and  time  priorities;  the  self-regulatory  orga¬ 
nizations  which  make  the  RMS  available  to 
their  members  have  not  elected,  at  this 
time,  to  grant  priority  to  orders  in  the  RMS 
over  other  transactions  occuring  in  their 
markets. 

"See  Securities  Exchange  Act  Release  No. 
13662  (June  23.  1977),  42  FR  33510,  propos¬ 
ing  amendments  to  Rule  19o-l  (adopted  on 
December  30.  1977)  and  proposing  Rules 
19C-2.  15c5-l(A),  15g5-1(B),  15c5-1(C)  and 
15c5-i(D)  under  the  Act;  see  also  File  No.  4- 


180. 
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moval  of  the  remaining  off-board  trad¬ 
ing  restrictions  could  be  minimized  by 
assuring  more  effective  integration  of 
the  markets  for  seciirities  presently 
covered  by  those  restrictions  by  means 
of  national  market  system  mecha¬ 
nisms. 

Continued  uncertainty  as  to  the 
mechanisms  and  principles  upon 
which  a  national  market  system  must 
be  based,  and  the  role  the  Commission 
will  assume  in  shaping  that  system,  is 
not  in  the  best  interests  of  the  securi¬ 
ties  industry  or  the  investing  public. 
The  Commission  therefore  has  deter¬ 
mined  to  set  forth  with  some  particu¬ 
larity  its  views  as  to  those  steps  which 
it  believes  must  be  taken  over  the  next 
year  to  facilitate  development  of  the 
kind  of  national  market  system  envi¬ 
sioned  by  the  Congress  and  mandated 
by  the  1975  Amendments. 

1.  Composite  Quotation  System.  The 
Commission  today  announced  adop¬ 
tion  of  Rule  llAcl-l  \mder  the  Act, 
which  is  designed  to  facilitate  the 
prompt  development  of  a  composite 
quotation  system  by  improving  the 
quality  and  reliability  of  quotation  in¬ 
formation  made  available  to  securities 
information  vendors  (“vendors”)  by 
exchanges  and  third  market  makers.** 
Pursuant  to  the  rule,  beginning  May  1, 
1978,  each  self-regulatory  organization 
will  be  obliged  to  collect  and  dissemi¬ 
nate  to  vendors  quotations  and  quota¬ 
tion  sizes  for  all  reported  securities, 
i.e.,  those  equity  securities  as  to  which 
last  sale  information  is  included  in  the 
consolidated  system.  Vendors,  in  turn, 
will  be  able  to  disseminate  comprehen¬ 
sive  quotation  information  from  all 
market  centers  to  the  professional 
community  and  the  public  by  means 
of  their  information  retrieval  devices. 
Prompt  action  by  the  self-regulatory 
organizations  and  securities  informa¬ 
tion  processors  is  neces.sary  to  imple¬ 
ment  Rule  llAcl-1  by  its  effective 
date. 

Quotations  and  quotation  sizes  will 
be  required  by  the  rule  to  be  firm  at 
the  prices  and  in  the  amounts  dis¬ 
play^,  subject  only  to  exceptions  for 
revised  quotations  or  quotation  sizes 
and  for  unusual  market  conditions 
precluding  dissemination  of  accurate 
quotation  information.  Thus,  for  the 
first  time,  relatively  reliable  and  com¬ 
prehensive  information  as  to  prices 
and  sizes  of  quotations  for  all  reported 
securities  from  all  markets,  whether 
on  exchanges  or  over-the-covmter,  will 
be  made  available  to  market  profes¬ 
sionals  and  the  public. 

The  Commission  believes  that  the 
availability  of  comprehensive  quota¬ 
tion  information,  a  fundamental  build¬ 
ing  block  of  the  national  market 


“Securities  Exchange  Act  Release  No. 
14415  (January  26. 1878), - PR - . 


system,  will  improve  both  brokers’  and 
public  investors’  knowledge  of  current 
prices  at  which  reported  securities  can 
be  bought  or  sold  throughout  the 
country.  In  turn,  availability  of  this  in¬ 
formation  should  (i)  lead  to  increased 
efforts  by  brokers  to  make  informed 
order  routing  decisions  from  among 
the  various  competing  market  centers 
(in  order  to  choose  that  particular 
market  affording,  at  a  particular  point 
in  time,  the  most  favorable  execution 
opportunities  to  their  customers);  (ii) 
foster  improvements  in  existing  meth¬ 
ods  of  routing  orders  to  all  market 
centers;  (iii)  enhance  fair  competition 
among  markets;  and  (iv)  otherwise  ad¬ 
vance  the  objectives  of  a  national 
market  system  specified  by  the  Con¬ 
gress  in  Section  llA(a)  of  the  Act. 

2.  Market  Linkage  and  Order  Rout¬ 
ing  Systems.  The  Commission  intends 
to  encourage  and,  if  necessary,  man¬ 
date  the  prompt  (levelopment  of  com¬ 
prehensive  market  linkage  and  order 
routing  systems  to  permit  the  efficient 
transmission  of  orders  (i)  among  the 
various  markets  for  qualified  securi¬ 
ties,  whether  on  an  exchange  or  over- 
the-counter  (“qualified  markets”),  and 
(ii)  from  brokers  and  dealers  to  all 
qualified  markets.  The  Commission 
believes  that  communications  and  data 
processing  facilities  which  link  all 
qualified  markets  and  permit  orders  in 
qualified  securities  to  be  transmitted 
promptly  and  efficiently  from  brokers 
or  dealers  to  any  qualified  market,  and 
from  one  such  market  to  another,  are 
necessary  to  increase  the  opportvml- 
ties  for  brokers  to  secure  best  execu¬ 
tion  of  their  customers’  orders,  to 
ensure  effective  com[>etition  among 
qualified  markets  and  to  achieve  the 
purposes  of  a  national  market  system 
established  by  the  Congress  in  Srotion 
llA(a)  of  the  Act. 

Two  types  of  facilities  are  needed,  at 
a  minimum,  as  mechanisms  to  link 
qualified  markets  effectively.  ’The  first 
is  an  intermarket  order  routing 
system,  affording  the  kind  of  order 
and  message  transmittal  capacity 
characteristic  of  the  ITS.  Such  a 
system  would  permit  orders  for  the 
purchase  and  sale  of  multiple-traded 
securities  to  be  sent  directly  from  any 
qualified  market  to  another  such 
market  promptly  and  efficiently.  The 
second  type  of  facility  needed  is  a  uni¬ 
versally  available  message  switch,  per¬ 
mitting  any  broker  or  dealer  to  route 
orders  for  the  purchase  or  sale  of 
qualified  securities  from  its  offices  to 
any  qualified  market  trading  in  that 
security.  The  Commission  believes 
that  the  self-regulatory  organizations 
should  combine  their  efforts  and  take 
joint  action  forthwith  in  order  to  (i) 
make  available  to  their  members  a 
single  system  for  the  prompt  and  effi¬ 
cient  routing  of  orders  for  qualified  se¬ 
curities  directly  from  brokers’  and 


dealers’  offices  to  any  qualified 
market,  and  (ii)  achieve  a  comprehen¬ 
sive  linkage  of  all  qualified  markets  in 
an  efficient  intermarket  order  routing 
system.  The  Commission,  on  the  basis 
of  its  present  knowledge,  is  not  aware 
of  any  reason  why  both  these  facilities 
should  not  be  implemented  by  Sep¬ 
tember  30, 1978.** 

The  need  to  develop  and  implement 
a  new  intermjirket  order  routing 
system  to  link  all  qualified  markets 
could  be  obviated  if  participation  in 
the  ITS  market  linkage  currently 
under  development  were  made  avail¬ 
able  on  a  reasonable  basis  to  all  quali¬ 
fied  markets  and  if  all  such  markets 
joined  that  linkage.*’  Similarly,  there 
would  be  no  need  to  develop  a  new 
message  switch  facility  for  the  routing 
of  orders  from  brokers’  and  dealers’ 
offices  to  any  qualified  market  if  the 
existing  order  routing  facility  operat¬ 
ed  by  the  Securities  Industry  Automa¬ 
tion  Corporation  (“SIAC”)  (and  of¬ 
fered  to  members  of  the  NYSE  and 
the  Amex  to  enable  them  to  transmit 
their  orders  to  the  floors  of  those  ex¬ 
changes)  were  expanded  to  permit  all 
qualified  markets  to  receive  orders  in 
qualified  securities  and  access  to  that 
facility  were  made  generally  available, 
on  appropriate  terms,  to  all  brokers 
and  dealers.** 


“The  Commission  is  requesting  each  self- 
regulatory  organization  to  inform  the  Com¬ 
mission,  in  writing,  of  their  willingness  to 
undertake  this  effort  voluntarily  and  to 
commit  to  achievement  of  these  systems  by 
September  30,  1978.  The  Commission  is  also 
requesting  those  organizations  to  submit  to 
the  Commission,  by  April  15,  1978,  a  timeta¬ 
ble  of  steps  which  they  arill  take  by  speci¬ 
fied  dates  to  assure  that  these  systems  are 
implemented  by  September  30.  1978.  Final¬ 
ly,  the  Commission  will  request  that,  if  any 
self-regulatory  organization  believes  that 
the  implementation  date  which  the  Com¬ 
mission  has  proposed  is  unrealistic,  that  or¬ 
ganization  specify  the  reasons  why  that 
date  cannot  be  met  and  suggest  the  earliest 
realistic  alternative  date. 

*’The  Commission  recognizes  that  inclu¬ 
sion  in  the  ITS  of  over-the-counter  market 
makers  in  qualified  securities  may  pose  spe¬ 
cial  technic^  and  regulatory  problems  but 
believes  that,  with  the  active  involvement 
and  assistance  of  the  NASD,  those  problems 
can  be  overcome.  The  Commission  is  pre¬ 
pared  to  offer  its  assistance  in  resolving  any 
issues  which  may  prove  to  be  obstacles  to 
such  an  effort. 

“The  Cotmnission  recognizes  that  other 
persons  may  wish  to  develop  and  offer  order 
routing  systems  slmiliar  (or  perhaps  sriperi- 
or)  to  the  message  switch  curiently  operat¬ 
ed  by  SiAC  and  the  ITS.  The  reference  to 
the  ITS  and  the  SIAC-operated  message 
switch  is  intended  only  to  Illustrate  the  type 
of  systems  which  can  be  developed  without 
formal  action  by  the  Commission,  not  as  an 
endorsement  of  those  particular  systems 
over  others  which  might  be  developed  by. 
for  example,  another  self-regulatory  organi¬ 
zation  and  found  more  suitable  for  market 
linkage  purposes  by  all  self-regulatory  orga¬ 
nizations. 
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The  Commission  believes  that  all 
•ystems  used  to  route  orders  to  and 
/among  qualified  markets  should  oper¬ 
ate  in  a  “neutral”  fashion  (i.e.,  they 
should  permit  brokers  and  dealers  uti¬ 
lizing  those  systems  to  route  orders  to 
and  among  all  such  markets  on  a  non- 
discriminatory  basis).**  Order  routing 
systems  which  are  not  “neutral” 
appear  inconsistent  with  development 
of  a  national  market  system  since, 
among  other  things,  they  may  impede 
fair  competition  among  qualified  mar¬ 
kets  and  function  in  a  manner  incom¬ 
patible  with  broker  adherence  to  prin¬ 
ciples  of  “best  execution.” 

Should  development  of  comprehen¬ 
sive,  “neutral”  order  routing  systems, 
linking  all  qualified  markets  and  per¬ 
mitting  brokers  and  dealers  to  route 
orders  to  any  such  market  directly 
from  their  offices,  not  be  imdertaken 
voluntarily  by  the  self-regulatory  or¬ 
ganizations,  the  Commission  is  pre¬ 
pared  to  initiate  rulemaking  to  consid¬ 
er  appropriate  means  of  ensuring  that 
result.  Among  the  actions  available  to 
the  Commission  would  be  consider¬ 
ation  of  rules  to  (i)  require  brokers  to 
demonstrate  that  they  have  given  ap¬ 
propriate  consideration  to  execution 
opportunities  in  all  qualified  markets 
In  directing  their  customers’  orders  to 
any  particular  market;  (11)  preclude 
brokers  from  using  any  automated 
means  of  directing  orders  in  qualified 
securities  to  a  particular  qualified 
market  unless  those  means  afford  the 
capacity  for  orders  to  be  directed,  on  a 
nondiscrlminatory  basis,  to  any  such 
market;  and  (iil)  preclude  any  self-reg¬ 
ulatory  organization  or  any  securities 
information  processor  from  offering  or 
providing  to  any  broker  or  dealer  any 
service  or  sjrstem  by  means  of  which 
orders  in  qualified  securities  may  be 
routed  electronically  to  one  or  more 
qualified  markets  unless  that  service 
or  system  permits  users  to  route  such 
orders  to  any  qualified  market  and 
unless  that  service  or  system  is  made 
generally  available,  on  appropriate 
terms,  to  any  broker  or  dealer.** 

'  3.  Nationtoide  Limit  Order  Protec- 
tiOTL  The  Commission  continues  to  be¬ 
lieve  that  one  of  the  basic  principles 
upon  which  a  national  market  system 
must  be  based  is  the  assurance  that  all 
agency  orders  in  qualified  securites. 
regardless  of  location,  receive  the 


I  **See  Senate  Report,  supra  note  17,  at 
104-105. 

I  **8ection  llA(aX3KB)  of  the  Act  (15 
VA.C.  78k-l(aXSXB)l  also  authoiiaes  the 
Commission.  In  furtherance  of  the  statutory 
directive  to  facilitate  the  establishment  of  a 
aatlonal  market  system,  by  rule  or  order,  to 
authorise  or  require  self-regulatory  onanl- 
Mtions  to  act  jointly  with  respect  to  matters 
as  to  which  they  share  authority  under  [the 
Act]  in  planning,  developing,  operating,  or 
regulating  a  national  market  system  (or  a 
subsystem  thereof)  or  one  or  more  facilities 
thereof  *  *  *. 


benefits  of  auction-type  trading  pro¬ 
tections.  To  this  end,  the  Commission 
believes  the  several  self-regulatory  or¬ 
ganizations  should  take  joint  action 
promptly  to  develop  and  implement  a 
central  limit  order  file  (the  “Central 
File”)  for  public  agency  orders  to  buy 
and  sell  qualified  securities  in  speci¬ 
fied  amoimts  at  specified  prices 
(“public  limit  orders”)." 

The  objectives  of  a  Central  Pile  are 
relatively  simple:  to  make  available  a 
mechanism  in  which  public  limit 
orders"  can  be  entered  and  queued  for 
execution  in  accordance  with  the  auc¬ 
tion  trading  principles  of  price  and 
time  priority  and  by  means  of  which 
such  orders  can  be  assured  of  receiving 
an  execution  prior  to  the  execution  of 
any  other  order  by  a  broker  or  dealer 
in  any  market  at  the  same  or  an  inferi¬ 
or  price  (determining  that  price  by  ref¬ 
erence  to  the  price  required  to  be  re¬ 
ported  in  the  consolidated  system  pur¬ 
suant  to  Rule  17a-15,  in  the  event  of  a 
completed  transaction.)"  Public  limit 
orders  would  assume  their  place  in, 
and  have  an  equal  opportunity  to 
achieve  an  execution  throughout,  that 
system  without  regard  to  the  market 
.or  geographical  location  from  which 
those  orders  were  entered  or  in  which 
other  transactions  required  to  yield 
priority  to  orders  in  the  Central  File 
were  effected.  Execution  priority  for 
orders  entered  in  the  Central  Pile  over 
all  other  orders  would  be  required  by 
rule.  It  currently  appears  that,  for 
technological  among  other  reasons,  it 
may  be  appropriate  to  confine  the  ca¬ 
pacity  to  execute  against  public  limit 
orders  in  the  Central  File  to  persons 
performing  market  making  functions 
in  a  qualified  market.  It  does  not  seem 
necessary,  however,  to  restrict  the 
ability  of  brokers  to  enter,  alter  or 
withdraw  public  limit  orders  in  or 


"The  Coounisslon  has  received  consider¬ 
able  comment  in  response  to  Securities  Ex¬ 
change  Act  Release  No.  12159  (March  2. 
1976),  41  FR  19274.  concerning  the  concept 
of  a  composite  limit  order  book.  See  File  No. 
87-619.  It  has  also  received  the  views  of  the 
National  Market  Advisory  Board  in  this 
regard.  See  letter  from  the  National  Market 
Advisory  Board  to  the  Chairman  and  the 
Commissioners  of  the  Securities  and  Ex¬ 
change  Commission,  dated  January  28, 1977. 

"The  Commission  currently  believes  that, 
for  purposes  of  the  Central  File,  a  “public 
limit  order”  should  be  defined  as  any  limit 
order  not  for  the  proprietary  account  of  a 
broker  or  dealer.  It  does  Owt  necessarily 
follow  that  all  such  orders,  regardless  of 
slse.  srlll  be  appropriate  for  inclusion  in  the 
Central  FUe. 

"It  may  be  necessary,  in  this  context,  to 
revisit  questions  concerning  “net  trading” 
and  “net  printing”  of  principal  transactions 
involving  commission  equivalents  or  similar 
trairsactlon  charges,  mark-up  or  mark- 
dosms.  See  Secuiittes  Exchange  Act  Release 
Nos.  12432  (May  12.  1976),  and  12433  (May 
12.  1976). 


from  the  Central  Pile.  Finally,  the 
Conunission  is  not  now  aware  of  any 
(»mpelling  reason  why  information  as 
to  all  public  limit  orders  in  the  Central 
File  should  not  be  made  publicly  avail¬ 
able  on  a  current  and  continuous 
basis,  at  least  in  summarized  form. 

The  Commission  urges  the  self-regu¬ 
latory  organizations  to  prepare  and 
submit  to  the  Commission,  preferably 
jointly,  a  plan  or  plans  no  later  than 
September  30.  1978,  contemplating  the 
design,  construction  and  operation  of 
a  Central  P11e.^*“  However,  should  vol¬ 
untary  cooperation  among  such  orga¬ 
nizations  to  that  end  prove  difficult, 
or  involve  undue  delay,  the  Commis¬ 
sion  Intends  to  commence  rulemaking 
to  consider  the  manner  and  timing  of 
compulsory  development  of  a  Central 
Pile  (including  the  question  of  wheth¬ 
er  that  task  should  be  assigned  princi¬ 
pally  to  a  single  self -regulatory  organi¬ 
zation). 

The  Commission  is  aware  that  there 
has  been  widespread  controversy  over 
the  merits  and  implications  of  an  elec¬ 
tronic  limit  order  book,  and  does  not 
intend  its  determination  to  proceed 
with  development  of  a  Central  File  for 
public  limit  orders  to  be  interpreted  as 
a  decision  to  force  all  auction  trading 
into  an  electronic  system  with  auto¬ 
matic  execution  capabilities." 

4.  Off-Board  Trading  Restrictions. 
The  Commission  has  recently  adopted 
amendments  to  Rule  19c-l  under  the 
Act  to  expand  the  scope  of  that  rule  to 
require  that  members  of  exchanges  be 
permitted  to  effect  over-the-coimter 
agency  transactions  in  securities  listed 
or  admitted  to  unlisted  trading  privi¬ 
leges  on  an  exchange  with  any  other 
person  not  also  represented  as  agent 
by  that  member  (l.e.,  precluding  only 
“in-house”  agency  cross  transac¬ 
tions)."  In  adopting  those  amend¬ 
ments.  the  Commission  determined 
that  expanding  the  scope  of  Rule  19c- 
1  in  this  manner  would  fiuther  the 


"The  Commission  is  requesting  each  self- 
regulatory  organization  to  Inform  the  Com¬ 
mission,  in  writing,  by  May  30,  1978,  of  its 
willingness  to  undertake  Joint  development 
of  a  Central  File  in  accordance  with  the 
principles  indicated  in  the  text,  and  steps 
which  each  has  taken  or  will  take  towards 
that  end. 

"At  the  same  time,  the  Commission  notes 
that,  with  respect  to  the  technology  em¬ 
ployed,  the  RMS  linkage  presently  operated 
in  a  pilot  phase  by  the  MSE,  PSE.  CSE  and 
BSE  offers  considerable  promise  as  a  basis 
for  a  comprehensive  system  establishing  a 
national  auction  for  qualified  securities 
based  on  price  and  time  priorities.  It  may  be 
that  the  technology  employed  in  the  RMS. 
with  appropriate  modifications,  could  pro¬ 
vide  a  basis  on  which  a  Central  File  could  be 
developed. 

"Securities  Exchange  Act  Release  No. 
14325  (December  30. 1977).  43  FR  1327. 
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purposes  of  the  Act  by  enhancing  the 
practicability  of  brokers  executing  in¬ 
vestors’  orders  in  the  best  market  and 
improving  customers’  ability  to 
achieve  the  most  economically  effi¬ 
cient  executions  of  their  securities 
transactions.*’ 

The  Commission  has  determined  to 
defer  further  consideration  of  pro¬ 
posed  Rule  19c-2  under  the  Act  (which 
would  eliminate  remaining  exchange 
restrictions  on  off-board  principal  and 
"in-house”  agency  cross  transactions 
by  exchange  members  in  certain  secu¬ 
rities  listed  or  admitted  to  unlisted 
trading  on  an  exchange),  and  of  the 
companion  series  of  rule  proposals 
concerning  overreaching,  until  the 
Commission  has  had  an  opportunity  to 
evaluate  industry  and  self-regulatory 
organizations  responses  to  the  nation¬ 
al  market  system  initiatives  an¬ 
nounced  in  this  statement.  The  Com¬ 
mission  plans  to  review  progress  made 
toward  the  various  objectives  of  those 
initiatives  in  the  context  of  further 
TOnsideration  of  proposed  Rule  19c-2 
no  later  than  September  30,  1978,  with 
a  view  to  ascertaining  whether,  among 
other  things,  the  continued  presence 
of  restrictions  on  off-board  principal 
transactions  and  “in-house”  agency 
crosses  is  operating  in  any  way  as  a 
disincentive  to,  or  is  otherwise  imped¬ 
ing  achievement  of.  those  goals. 

While  the  Cominission  has  not  yet 
concluded  whether  adoption  of  pro¬ 
posed  Rule  19c-2  at  this  time  must  be 
deemed  necessary  or  appropriate  to 
conform  exchange  rules  to^  the  re¬ 
quirements  of  the  Act  or  otherwise  in 
furtherance  of  the  Act’s  purposes,  the 
Commission  does  not  wish  its  determi¬ 
nation  to  defer  consideration  of  pro¬ 
posed  Rule  19c-2  at  this  time  to  be 
perceived  as  indicating  that  the  Com¬ 
mission  is  willing  to  postpone  removal 
of  off-board  trading  restrictions  indefi¬ 
nitely  or  until  fiuther  progress  has 
been  made  toward  implementation  of 
any  particular  additional  element  of  a 
national  market  system.  To  the  con¬ 
trary,  the  Commission  has  repeatedly 
expressed  the  view  that  the  present 
restrictions  must  ultimately  be  elimi¬ 
nated.  and  remains  concerned  that  re¬ 
tention  of  those  restrictions,  in  addi¬ 
tion  to  impeding  competition,  may 
retard  achievement  of  a  national 
market  system. 

Nevertheless,  as  noted  above,  many 
commentators  in  the  Commission’s 
proceedings  with  respect  to  off-board 
trading  restrictions  have  made  clear 
their  belief  that  the  risks  they  per¬ 
ceive  as  being  associated  with  removal 
of  those  restrictions  would  diminish  to 
the  extent  of  meaningful  progress 
toward  implementation  of  a  national 
market  system.  Therefore,  prior  to 
concluding  its  deliberations  concem- 


"Id.  at  7.  43  FR  at  1328. 


ing  proposed  Rule  19c-2,  and  estab¬ 
lishing  a  definitive  effective  date  for 
that  rule,  the  Commission  wishes  to 
consider  the  responses  to  the  natidnal 
market  system  initiatives  announced 
in  this  statement.  Those  responses 
also  will  clarify  the  need  for  collateral 
action  to  ensure  an  appropriate  pat¬ 
tern  of  regulation  for  an  environment 
in  which  exchange  members  are  per¬ 
mitted  to  engage  in  off-board  market 
making  and  other  principal  transac¬ 
tions  in  securities  subject  to  proposed 
Rule  19c-2. 

5.  Consolidated  Transaction  Report¬ 
ing  System.  Despite  the  success  of  the 
consolidated  system  as  a  mechanism 
for  the  collection  and  disclosure  of  last 
sale  information  from  all  markets  for 
securities  included  in  that  system,  the 
Commission  believes  that  further  re¬ 
finements  in  the  way  last  sale  infor¬ 
mation  is  distributed  and  recalled  for 
display  are  necessary  to  ensure  that 
use  and  operation  of  the  consolidated 
system  are  fully  consistent  with  the 
purposes  and  objectives  of  a  national 
market  system. 

Of  particular  concern  to  the  Com¬ 
mission  is  the  manner  in  which  ven¬ 
dors  currently  provide  for  the  recall  of 
last  sale  data  on  information  retrieval 
display  devices.  These  vendors  now 
permit  information  from  the  primary 
market  by  input  of  the  letter  (or  com¬ 
bination  of  letters)  used  to  identify 
the  particular  security  involved  in  the 
consolidated  system  (the  “consolidated 
system  symbol”)  followed  by  depres¬ 
sion  of  an  information  request  key.  In 
most  cases,  entry  of  additional  letters 
or  symbols  (plus  depression  of  the  in¬ 
formation  request  key)  is  required  in 
order  to  recall  consolidated  last  sale 
information  or  last  sale  data  from  any 
particular  market  other  than  the  pri¬ 
mary  market. 

To  date,  this  practice  has  been  per¬ 
mitted  under  a  Commission  interpre¬ 
tation  of  Rule  17a-15  issued  in  March 
1975.** In  that  release  the  Commission 
stated; 

Vendors  may  use  the  consolidated  tape 
ticker  symbol  (the  old  NYSE  symbol  In  the 
case  of  an  NYSE  listed  security)  interrogate 
for  last  sale  information  from  the  NYSE 
and  some  other  symbol  to  Interrogate  for 
consolidated  data.  However,  any  symbol 
which  differs  from  the  consolidated  tape 
symbol  which  is  used  to  interrogate  for  con¬ 
solidated  data  must  be  simple  and  easy  for 
brokers  and  dealers  to  use.** 

The  Commission  has  reconsidered 
that  interpretative  statement  in  light 
of  its  experience  with  the  consolidatd 
system  and  no  longer  believes  that 
vendors  should  be  permitted  to  pro¬ 
gram  their  information  retrieval  de¬ 
vices  for  the  recall  of  consolidatd  data 
by  use  of  any  combination  of  letters  or 


**  Securities  Exchange  Act  Release  No. 
11317  (March  28.  1975),  40  FR  15461. 

**Id.  at  5,  40  FR  at  15462. 


symbols  other  than  the  consolidated 
system  symbol.  Current  practice,  with 
each  vendor  using  a  different  combi¬ 
nation  for  the  recall  of  consolidated 
data  (generally  a  more  complicated 
routine  than  that  used  for  the  retriev¬ 
al  of  data  from  the  primary  market), 
discourages  use  of  (X)nsolidated  infor¬ 
mation.  has  anticompetitive  conse¬ 
quences  for  markets  as  to  which  last 
sale  data  may  be  recalled  only  by  rela¬ 
tively  more  difficult  and  time  consum¬ 
ing  interrogation  routines,  and  im¬ 
pedes  progress  toward  a  national 
market  system.  Consequently,  the 
Commission  believes  vendors  should 
modify  their  systems  promptly  to  con¬ 
fine  use  of  consolidated  system  sym¬ 
bols  in  their  interrogation  and  display 
devices  to  the  recall  of  consolidated 
last  sale  data.  ** 

The  Commission  intends  to  take 
formal  action  with  respect  to  its  prior 
interpretive  position  regarding  use  of 
the  consolidated  system  security  sym¬ 
bols  by  market  information  vendors 
for  interrogation  purposes  by  April  30, 
1978.  At  the  same  time,  the  Commis¬ 
sion  plans  to  consider  further  action 
with  respect  to  (1)  permitting,  on  an 
appropriate  basis,  retransmission  of 
the  entire  stream  of  last  sale  informa¬ 
tion  contained  in  Networks  A  and  B  of 
the  consolidated  system** on  a  (X)ntlnu- 
ous  basis  by  securities  information 
processors  other  than  SIAC,  the  cur¬ 
rent  processor  for  the  consolidated 
system;  (ii)  eliminating  certain  excep¬ 
tions  from  the  reporting  obligations 
imposed  by  Rule  17a-I5  under  the  Act 
now  contained  in  the  joint  industry 
plan  governing  the  consolidated 
system  (the  “joint  plan”),  particularly 
the  exception  for  transactions  effected 
in  connection  with  special  offerings; 
(ill)  reforming  the  voting  arrange¬ 
ments  among  the  joint  plan  partici¬ 
pants;  and  (iv)  the  propriety  of  allow¬ 
ing  self-regulatory  organizations  to 
impose  charges  on  securities  informa¬ 
tion  processors  and  subscribers  to 
their  services  with  respect  to  market 
information  required  to  be  disclosed 
by  Commission  rules. 

6.  Qualified  Securities,  ’The  Commis¬ 
sion  intends  to  initiate  a  rulemaking 
proceeding  not  later  than  June  30, 
1978,  for  the  purpose  of  designating 
certain  categories  of  securities  as 


**Of  course,  vendors  who  provide  last  sale 
information  from  Individual  market  centers 
may  use  the  consolidated  system  symbol  as 
part  of  interrogation  codes  (adding  what¬ 
ever  additional  letters  and  symbols  are  nec¬ 
essary,  on  a  non-discrlmlnatory  basis)  for  re¬ 
trieving  that  information. 

**  Network  A  disseminates  last  sale  reports 
of  transactions  executed  in  all  reporting 
markets  for  securities  listed  on  the  NYSE, 
while  Network  B  disseminates  reports  of 
transactions  in  securities  listed  on  the  Amex 
plus  selected  listings  from  other  exchanges. 
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qualified  for  trading  in  a  national 
market  system.  The  Commission  be¬ 
lieves  that  listed  equity  securities  in¬ 
cluded  in  the  consolidated  system  and 
a  number  of  equity  securities  current¬ 
ly  traded  exclusively  in  the  over-the- 
counter  market  generally  possess  char¬ 
acteristics  (including,  in  most  cases, 
national  investor  interest  and  substan¬ 
tial  assets  and  earnings  histories) 
which  justify  their  inclusion  in  the 
“qualified”  category.  The  inrliision  of 
securities  now  traded  exclusively  over- 
the-counter  in  the  qualified  category 
is  contingent,  however,  upon  the  im¬ 
plementation  of  those  technical  ele¬ 
ments  of  a  national  market  system 
necessary  to  assure  that  trading  in 
those  securities  occurs  under  competi¬ 
tively  fair  circumstances  and  in  a 
manner  consonant  with  the  principles 
of  a  national  market  system.** 

Upon  completion  of  its  rulemaking 
with  respect  to  designation  of  those 
securities  qualified  for  trading  in  a  na¬ 
tional  market  system,  it  is  the  Com¬ 
mission's  intention  to  require  last  sale 
information  with  respect  to  completed 
transactions  in  all  qualified  securities 
traded  exclusively  over-the-counter  to 
be  included  in  the  consolidated 
system,  to  require  quotations  in  those 
securities  to  be  collected  and  dissemi¬ 
nated  in  accordance  with  Rule  llAcl- 
1  under  the  Act.  and  otherwise  to 
ensure  that  trading  in  such  securities 
can  be  effected  by  means  of.  and  sub¬ 
ject  to  the  requirements  of.  the  order 
routing  and  other  systems  which  must 
be  developed  to  realize  national 
market  system  objectives.** 


•Section  llA(a)<3)  of  the  Act  (15  U.S.C. 
78k-l(aX2))  provides  that  "(tlhe  Commis¬ 
sion.  by  rule,  shall  designate  the  securities 
or  classes  of  securities  qualified  for  trading 
in  the  national  market  ssrstem  from  among 
securities  other  than  exempt  securities.” 

•In  connection  with  designating  certain 
sectultles  now  traded  exclusively  over-the- 
counter  as  “qualified  securities”  for  pur¬ 
poses  of  Section  llA  of  the  Act.  the  Com¬ 
mission  wishes  to  emphasize  that,  if  those 
securities  are  traded  on  exchanges  in  a  na¬ 
tional  market  system  context  (e.g..  as  a  con¬ 
sequence  of  the  extension  of  unlisted  trad¬ 
ing  privileges  on  an  exchange  to  these  secu¬ 
rities  pursuant  to  Section  IXf)  of  the  Act), 
the  Commission  does  not  Intend  to  permit 
trading  in  those  securities  to  become  subject 
to  restrictions  on  transactions  in  the  over- 
the-counter  market  such  as  those  imposed 
by  existing  exchange  off-board  trading 
rules. 

•It  is  Important  for  self-regulatory  orga¬ 
nisations  and  others  in  the  securities  indus¬ 
try  to  recognise  that  the  communications 
and  computer  systems  a'hicb  arlll  form  the 
technological  core  of  a  national  market 
system,  affording  the  means  for  all  qualified 
securities  to  be  traded  in  accordance  with 
national  market  system  principles,  will  not 
be  confined  in  their  application  solely  to  se¬ 
curities  listed  or  admitted  to  unlisted  trad¬ 
ing  piivUeges  on  one  or  more  exchanges.  It 
Is  clear  that,  at  some  point  In  the  future. 


Apoitional  Issues 

The  program  of  Commission  action 
on  national  market  system  matters 
outlined  above  is  not  intended  to  rep¬ 
resent  a  comprehensive  list  of  all  mat¬ 
ters  requiring  resolution  bearing  upon 
the  evolution  of  the  markets  into  a  na¬ 
tional  market  system.  Indeed,  certain 
of  the  Conunission’s  contemplated  ac¬ 
tions  will  engender,  or  accelerate  the 
need  to  resolve,  a  number  of  collateral 
problems.  The  following  is  a  list  of  cer¬ 
tain  additional  policy  areas  which  the 
Commission  anticipates  will  require 
consideration  in  conjunction  with  the 
program  outlined  above. 

1.  Institutional  trading  prohibitions. 
The  Commission  anticipates  that,  in 
the  context  of  developing  a  national 
market  system,  and  particularly  in  an 
environment  permitting  off-board 
principal  activity  by  exchange  mem¬ 
bers.  it  will  be  necessary  to  consider 
proposed  rule  changes  by  the  NYSE 
and  the  Amex  contemplating  elimina¬ 
tion  of  the  prohibitions  contained  in 
NYSE  Rule  113  and  Amex  Rule  190  re¬ 
garding  direct  dealings  with  institu¬ 
tional  customers.  In  addition,  the 
Commission  Intends  to  consider  the 
extent  to  which  all  market  makers 
(whether  exchange  specialists  or  third 
market  makers)  should  be  limited  in 
their  ability  to  deal  directly  with  com¬ 
panies  for  which  they  act  as  market 
makers,  and  with  Indsiders  of  such 
companies.  •  Finally,  it  may  be  neces¬ 
sary  to  review  other  regulations  gov¬ 
erning  persons  performing  market 
making  functions  generally  to  deter¬ 
mine  whether  changes  are  necessary 
in  a  national  market  system  environ¬ 
ment. 

2.  Options.  The  Commission  is  not 
yet  prepared  to  determine  what  role 
standardized  put  and  call  option  con¬ 
tracts  should  play  in  a  national 
market  system  or  the  appropriate  rela¬ 
tionship  which  should  exist  between 
trading  in  equity  securities  underlying 
such  options  and  trading  in  the  op¬ 
tions  themselves.*  Organized  trading 
In  standardized  options  contracts  is 
currently  under  review  by  the  staff  as 
part  of  a  comprehensive  study.*  and 
the  Commission  Intends  to  await  com¬ 
pletion  of  that  study  before  announc¬ 
ing  any  conclusions  in  this  area. 

those  systems  must  be  made  svallabie  for 
trading  in  qualified  securities  which  remain 
traded  exclusively  in  the  over-the-counter 
market. 

•  NYSE  and  Amex  specialists  are  prohibit¬ 
ed  by  NYSE  Rule  113  and  Amex  Rule  190 
from  accepting  orders  for  the  purchase  or 
sale  of  any  securities  in  which  they  are  reg¬ 
istered  as  specialists  directly  from  the  issuer 
or  any  officer,  director  or  10  percent  share¬ 
holder  of  the  Issuer. 

•Currently,  specialists  on  the  regional  ex¬ 
changes  artd  third  market  makers  are  per¬ 
mitted  to  effect  such  transactions,  while 
specialists  on  the  NYSE  are  not. 

•Securities  Exchange  Act  Release  No. 
14050  (October  17.  1977).  42  FR  50706. 


Among  the  isaues  which  will  be  con¬ 
sidered  by  the  staff  as  part  of  the  op¬ 
tions  study  are  the  extent  to  which 
the  market  makers  in  all  qualified 
markets  should  be  permitted  to  effect 
at  least  certain  types  of  transactions 
in  options  relating  to  underlying 
stocks  for  which  they  act  as  market 
makers.  Conversely,  the  study  will  ex¬ 
amine  whether  options  and  underlying 
stocks  related  to  such  options  may  be 
traded  side-by-side  at  the  same  loca¬ 
tion.  and  whether  persons  should  be 
permitted  to  act  as  a  market  maker  in 
both  an  underlying  stock  and  the  re¬ 
lated  option  under  any  circumstances. 

3.  Oovemance  and  surveillance.  The 
need  for  changes  in  the  functioning  of 
the  self-regulatory  organizations  to 
provide  centralized  governance  of  na¬ 
tional  market  facilities  and  partici¬ 
pants.  as  well  as  comprehensive  and 
nationwide  siirveillance  of  market  pro¬ 
fessionals.  will  have  to  be  examined 
further.  The  Commission  believes, 
however,  that  such  questions  can  be 
deferred,  at  least  for  the  time  being, 
until  greater  progress  has  been  made 
in  achieving  effective  market  linkages 
among  the  various  market  centers. 

4.  Section  IKaX  The  Commission  is 
presently  engaged  in  consideration  of 
the  issues  raised  by  Section  11(a)  of 
the  Act  [15  U.S.C.  78k(a)].  As  amend¬ 
ed  by  the  1975  Amendments,  Section 
11(a)(1)  (15  U.S.C.  78k(a)(l)]  prohib¬ 
its.  with  certain  specified  exceptions 
(such  as  market  making  activities  and 
transactions  for  the  accounts  of  natu¬ 
ral  persons),  any  member  of  a  national 
securities  exchange  from  effecting  any 
transaction  on  such  exchange  for  its 
own  account,  the  account  of  an  associ¬ 
ated  person,  or  an  account  with  re- 
.spect  to  which  the  member  or  any  of 
its  associated  persons  exercises  invest¬ 
ment  discretion.*  It  has  been  asserted 
that  if  Section  11(a)  were  to  be  permit¬ 
ted  to  become  effective  on  May  I. 
1978.  it  would  cause  a  significant  and 
adverse  restructuring  of  the  securities 
industry,  a  result  which  it  is  asserted 
was  unintended  at  the  time  of  the  pas¬ 
sage  of  the  1975  Amendments.  More¬ 
over.  with  the  elimination  of  fixed 
rates  of  commissions,  many  persons 
have  questioned  the  need  for  such  a 
provision. 

Under  Section  11(a).  the  Commis¬ 
sion  has  broad  authority  to  fashion 
either  more  flexible  or  more  restric¬ 
tive  standards  in  light  of  changing 
conditions.  The  Commission  has  ad¬ 
dressed  certain  Interpretative  issues 
under  Section  11(a)  and  has  pending 


•Section  ll(aM3)  (15  UA.C.  78k(aX3))  of 
the  Act  provides  that  the  prohibitions  in 
Section  ll(aMl)  do  not  apply  before  May  1. 
1978.  to  transactions  effected  on  an  ex¬ 
change  by  those  who  were  members  on  May 
1.  1975. 
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several  rule  proposals  in  this  area.** 
The  interpretations  and  proposals 
have  generated  considerable  public 
conunent.  and  the  Commission  is  cur¬ 
rently  considering  whether  further 
Commission  action  with  respect  to 
Section  11(a)  is  necessary  or  appropri¬ 
ate  in  the  public  interest  and  the  pro¬ 
tection  of  investors  and.  if  so.  what 
form  that  action  should  take. 

5.  Clearance  and  settlement  The 
prompt  development  of  a  national 
system  for  clearance  and  settlement  is 
necessary  not  only  to  reduce  costs  for 
members  of  the  securities  industry, 
but  also  because  of  the  impact  of  the 
clearance  and  settlement  process  on 
investors.  Investors  are  affected  in  a 
significant  way  by  the  absence  of  a  na¬ 
tional  clearance  and  settlement 
system.  The  cost  of  securities  transac¬ 
tion  processing  is  generally  passed  on 
to  investors  in  commission  rates 
charged  in  connection  with  securities 
transactions.  The  levels  of  commission 
rates,  particularly  with  respect  to 
small  public  investors,  may  play  a  part 
in  determining  their  participation  in 
the  securities  markets. 

Although  considerable  progress  has 
been  made  in  the  effort  to  create  a  na¬ 
tional  system  for  clearance  and  settle¬ 
ment.  still  more  remains  to  be  accom¬ 
plished.  For  example,  the  Commis¬ 
sion’s  approval  of  the  registration  of 
the  National  Securities  Clearing  Cor¬ 
poration  (“NSCC”)  as  a  clearing 
agency  in  January  1977  was  subject  to 
the  satisfaction  of  certain  specified 
conditions  contained  in  the  order.” 
During  the  past*- year.  some,  but  not 
all.  of  these  conditions  have  been  sat¬ 
isfied.  The  Commission  remains  con¬ 
cerned  with  the  rate  of  progress  being 
made  toward  the  development  of  a  na¬ 
tional  system  for  clearance  and  settle¬ 
ment.  The  Commission  has  therefore 
determined,  consistent  with  its  respon¬ 
sibilities  under  the  Act.  to  hold  public 
hearings  commencing  March  7.  1978. 
to  review  the  events  which  have  oc¬ 
curred  since  the  Commission’s  condi¬ 
tional  approval  of  NSCC’s  registra¬ 
tion”  and  the  problems  which  are  im¬ 
peding  the  prompt  development  of  an 
efficient,  competitive  national  system 
for  clearance  and  settlement.” 


"See  Securities  Exchange  Act  Release 
Nos.  12055  (January  27.  1976.  41  FR  8036. 
and  13388  (March  18. 1977).  42  FR  16746. 

.  "See  Securities  Exchange  Act  Release  No. 
13163  (January  13. 1977).  42  FR  3916. 

"The  recent  report  of  the  House  Over¬ 
sight  Committees  suggested  that  the  Com¬ 
mission.  in  part  because  of  the  failure  of 
NSCC  to  meet  the  timetable  contained  in  its 
conditional  registration,  should  “contem¬ 
plate  revoking  the  conditional  registration 
[of  NSCC]  and  pursuing  other  means  of 
achie\'ing  the  national  clearance  and  settle¬ 
ment  system.”  Oversight  RepoK.  supra  note 
31.  at  7-8. 


•  •  •  •  • 

The  Commission  views  expressed 
herein  are  based  upon  the  Conunis- 
sion’s  analysis  of  the  materials  and 
conunents  filed  with  the  Commission 
in  conjunction  with  the  various  re¬ 
quests  for  public  comment  issued  to 
date  on  national  market  system  ques¬ 
tions  and  as  part  of  the  Commission’s 
current  proceedings  on  off-board  trad¬ 
ing  rules  and  related  matters,  as  well 
as  its  consideration  of  the  views  of  the 
Advisory  Committee  on  the  Implemen¬ 
tation  of  a  National  Market  System 
(the  Yearly  Committee)  and  the  Na¬ 
tional  Market  Advisory  Board 
(“NMAB”).” 

The  initiatives  discussed  in  this 
statement  contemplate  achieving  the 
objectives  articulated  by  the  Congress 
in  the  1975  Amendments  essentially 
by  establishing  mechanisms  for  the 
linking  of  existing  market  centers,  and 
other  market  centers  which  may  come 
into  being,  in  an  increasingly  close  and 
effective  manner  so  as  to  avoid  frag¬ 
mentation  of  the  markets  and  to  co¬ 
ordinate  the  various  market  centers  so 
that  they  will  constitute,  in  combina¬ 
tion.  a  national  market  system. 

The  Commission  is  aware,  however, 
that  proposals  have  been  advanced  to 
create  a  national  market  system  on 
quite  different  assumptions  and 
having  quite  different  characteristics, 
and  that  there  has  been  considerable 
discussion  with  respect  to  these  possi¬ 
ble  altenatives.  ’The  first  such  concept 
would  create  a  national  market  system 
essentially  by  modifying  the  existing 
“primary”  markets,  particularly  the 
NYSE,  so  that  substantially  all  orders 
would  interact  through  the  mecha¬ 
nisms  of,  or  on  the  floor  of,  the  “pri¬ 
mary”  market  and  all  qualified  broker- 
dealers.  perhaps  together  with  certedn 
other  organizations,  would  have  access 
to  that  market  on  a  non-discrimina¬ 
tor  y  basis.  The  Commission  has  not 
sought  to  pursue  this  alternative  be¬ 
cause  it  is  inconsistent  with  the  con¬ 
cept  of  the  national  market  system 
contemplated  by  the  Congress  in  the 
1975  Amendments.  Moreover,  there  is 
a  serious  question  as  to  whether  such 
a  national  market  system  could  oper¬ 
ate  satisfactorily  in  a  country  having 
the  size  and  diversity  of  the  United 
States. 

A  second  alternative  would  be  the 
creation  of  an  electronic  market 
system  in  which  all  orders,  whether 
from  public  investors  or  from  market 
makers,  would  be  entered  into  a  com¬ 
puter-based  system  and  would  be  ex¬ 
ecuted  automatically  in  that  system 


"Securities  Exchange  Act  Release  No. 

14411  (January  25. 1978), - PR - . 

"See.  e.g..  NMAB,  Next  Steps  to  be  Taken 
to  Facilitate  the  Elstablishment  of  a  Nation¬ 
al  Market  System,  December  6,  1977. 


on  the  basis  of  strict  time  and  price 
priority.  This  type  of  proposal  has 
been  advanced  with  considerable  con¬ 
viction  by  responsible  persons  and,  if 
perfected,  would  appear  to  have  the 
potential  for  significant  efficiencies  in 
securities  trading.  Such  a  system,  how¬ 
ever,  would  have  an  impact  upon  exist¬ 
ing  market  institutions  which  could 
properly  be  viewed  as  a  fundamental 
change  in  the  manner  in  which  securi¬ 
ties  trading  Is  now  conducted,  and  it  Is 
difficult  to  foresee,  and  to  provide 
against,  the  problems  and  difficulties 
which  might  arise.  Consequently,  the 
Commission  has  not  espoused  these 
proposals.  In  addition,  the  Commis¬ 
sion  believes  that  if  a  change  of  this 
magnitude  is  to  be  made,  it  probably 
should  occur  as  a  result  of  evolution¬ 
ary  forces  in  the  markets  rather  than 
by  Commission  mandate. 

'This  does  not  mean,  however,  that 
significant  progress  in  the  use  of 
modem  technology  will  not  be  impor¬ 
tant  in  meeting  the  goals  of  a  national 
market  system.  To  the  contrary,  as  the 
initiatives  discussed  in  this  statement 
demonstrate,  the  effective  linking  .of 
the  markets  in  a  national  market 
system  necessarily  Involves  the  in¬ 
creased  use  of  such  technology  to 
achieve  the  benefits  of  that  system  en¬ 
visioned  by  both  the  Commission  and 
the  Congress. 

’This  statement  represents  the  cur¬ 
rent  views  of  the  Commission  on  the 
steps  which  must  be  taken  to  facilitate 
the  development  of  a  national  market 
system.  The  Commission  recognizes 
that  the  nation’s  securities  markets 
are  constantly  evolving,  and  that  alter¬ 
native  means  of  achieving  the  goals  of 
a  national  market  system  may  be  de¬ 
veloped.  The  Commission  also  recog¬ 
nizes  that  each  step  in  the  process  of 
creating  a  national  market  system 
may  not  further  each  of  the  purposes 
of  the  Act. 

While  the  steps  described  in  this 
statement  represent  the  course  of 
action  the  Commission  has  selected  as 
the  appropriate  one  for  fulfillment  of 
the  national  market  system  role  as¬ 
signed  to  it  by  the  Congress  in  the 
1975  Amendments,  the  Commission  re¬ 
alizes  that,  as  each  step  of  the  process 
of  fusing  the  existing  markets  into  a 
national  market  system  is  completed, 
and  as  the  effects  of  each  such  step 
become  realities  (rather  than  prognos¬ 
tications),  refinements  and  adjust¬ 
ments  in  su(x;eeding  steps  will  suggest 
themselves  and  become  part  of  the 
Commission’s  program  to  achieve  that 
system.  The  Commission  therefore  re¬ 
mains  receptive  to  new  steps  designed 
to  meet  the  statutory  goals  of  a  na¬ 
tional  market  system  (regardless  of 
whether  they  are  perfectly  congruent 
with  the  particular  means  described  in 
this  release). 

’The  Commission  welcomes  com¬ 
ments  on  any  of  the  views  expressed 
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herein  from  all  Interested  persons. 

Comments  should  be  addressed  to 
George  A.  Fitzsimmons.  Secretary.  Se¬ 
curities  and  Ebcchange  Commission, 

Room  892.  500  North  Capitol  Street. 

Washington.  D.C.  20549.  All  comments 
should  refer  to  File  No.  87-735  and* 
will  be  available  for  public  Inspection 
at  the  Commission's  Public  Reference 
Room.  Room  6101.  1100  L  Street  NW.. 

Washington.  D.C. 

By  the  Commission. 

OaORUC  A.  FlTZSlMJSOMS. 

Secretary. 

January  26.  1978. 

IFR  Ooc.  78-2772  Piled  1-81-78:  8;45  aid) 


SfOfgAl  8ICISTH,  VOi.  48,  NO.  28— WfONiSOAV.  SliaUAlY  1.  1978 


